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Why GAO Did This Study 

State and local governments work 
in partnership with the federal 
government to implement 
numerous intergovernmental 
programs. Fiscal pressures for 
state and local governments may 
exist when spending is expected to 
outpace revenues for the long term. 
GAO was asked to examine (1) the 
long-term fiscal pressures facing 
state and local governments and 
historical spending and revenue 
trends, (2) spending and revenue 
trends to identify patterns among 
states, and (3) what is known about 
the implications of these fiscal 
pressures for federal policies. 

Using aggregate data from the 
Bureau of Economic Analysis’s 
National Income and Product 
Accounts, this analysis draws on 
results from the March 2010 update 
to GAO’s state and local 
government fiscal model. GAO’s 
model uses historical data to 
simulate expenditures and 
revenues for the sector for the next 
50 years. Data from the U.S. Census 
Bureau are used to analyze 
patterns of state and local 
government expenditures and 
revenues among the states from 
1977 to 2007, the most recent 30- 
year period for which these data 
were available. A review of GAO 
and other reports synthesizes what 
is known about the implications of 
these long-term fiscal pressures for 
future federal policies. 

GAO does not make 
recommendations in this report. 
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What GAO Found 

Understanding patterns in state and local government expenditures and 
revenues is crucial for identifying and analyzing potential future fiscal 
pressures for the sector. The March 2010 update to GAO’s state and local 
fiscal model updates simulations that state and local governments’ long-term 
fiscal position will steadily decline through 2060 absent policy changes. The 
primary driver of the fiscal pressure confronting the state and local sector is 
the continued growth in health-related costs. Over the last 30 years, health 
care spending has increased as a share of state and local spending, growing 
from 12 percent of overall state and local expenditures in 1978 to 20 percent in 
2008. While the temporary infusion of funds from the American Recovery and 
Reinvestment Act of 2009 helped cushion near-term revenue shortfalls, states 
will continue to be fiscally stressed. 

The rates of growth in expenditures and revenues varied among the states 
during the past 30 years, both overall and within specific categories. Current 
expenditures grew faster than own-source revenues in almost all states 
between 1977 and 2007. Average annual growth rates of state and local 
government expenditures and revenues varied substantially by category and 
among states. For example, public welfare (which includes Medicaid) was one 
of the fastest growing expenditure categories. In the aggregate, inflation- 
adjusted spending on public welfare grew at an average annual rate of 5.3 
percent per year and growth rates in individual states ranged from 2.3 percent 
to 10.9 percent. The growth of intergovernmental revenue from the federal 
government (grants) also varied among the states. State and local current 
expenditures grew faster than federal grant revenues in more than half of the 
states. Despite these trends, the sector in the aggregate usually remained in 
surplus during this 30-year period. The sector avoided operating deficits, in 
part because of federal grant growth, and in part because, from 1995 to 2007, 
the sector increasingly financed capital purchases by issuing debt, rather than 
with revenues, which left more revenues available to pay for current 
expenditures. However, if the overall trend of state and local government 
expenditure growth in excess of revenue growth persists, this growth will put 
increasing pressure on state and local governments going forward. 

All levels of government face long-term fiscal challenges which could affect 
future federal funding of intergovernmental programs, as well as the potential 
capacity of state and local governments to help fund and implement these 
programs. The interconnectedness which defines intergovernmental programs 
requires that officials at all levels of government remain aware of and ready to 
respond to fiscal pressures. These pressures have implications for a wide 
range of federal, state, and local programs, policies, and activities, and include 
costs associated with health care, physical infrastructure, state and local 
employee pensions and retiree health benefits, and education, among other 
areas. Actions to address the nation’s long-term fiscal outlook will be needed 
at all government levels in coming years and the challenges cannot be 
adequately met by shifting burdens from one level of government to another. 
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GAO 

^^Accountability * Integrity * Reliability 

United States Government Accountability Office 
Washington, DC 20548 



July 30, 2010 

The Honorable Paul Ryan 
Ranking Member 
Committee on the Budget 
House of Representatives 

Dear Mr. Ryan: 

State and local governments work in partnership with the federal 
government to implement numerous intergovernmental programs. All 
levels of government face long-term fiscal challenges, which threaten both 
the prospect for continued federal contributions to the funding of these 
programs as well as the potential capacity of state and local governments 
to help fund and implement these programs. 

You asked us to provide information and analysis on the fiscal challenges 
facing state and local governments. In response to your request, we 
examined (1) the fiscal pressures facing state and local governments 
during the next several decades and the past expenditure and revenue 
trends that influence these pressures, (2) state and local government 
expenditure and revenue trends to identify patterns among states, and (3) 
what is known about the implications of long-term state and local 
government fiscal pressures for current and future federal policies. 

To characterize and quantify the long-term fiscal outlook for the state and 
local government sector over the next 50 years, we drew information from 
the March 2010 update to our state and local government fiscal model. 1 To 
describe long-term trends in state and local government revenues and 
expenditures, we examined data from the National Income and Product 
Accounts (NIPA) over the past 30 years. In addition, we reviewed our prior 
reports and those of others to identify what is known about these trends 
and factors that affect them. To examine state and local government 
expenditure and revenue patterns among the states, we examined U.S. 
Census Bureau data for the past 30 years. We also reviewed our prior 
reports, as well as reports from the National Association of State Budget 
Officers (NASBO), the National Conference of State Legislatures, and 



^AO, State and Local Governments’ Fiscal Outlook: March 2010 Update, GAO-10-358 
(Washington, D.C.: Mar. 2, 2010). 
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others to understand state variation in fiscal pressures, revenue and 
spending patterns, and factors that affect them, including any shifts 
resulting from the recent recession. To identify what is known about the 
implications of these long-term fiscal pressures for federal policies, we 
reviewed our prior reports and reports by think tanks and associations 
representing state and local government officials. We assessed the 
reliability of the data we used for this review and determined that they 
were sufficiently reliable for our purposes. Appendix I provides additional 
details about the scope and methodology of our review, including certain 
limitations concerning the data that were available for our purposes. 

We conducted our work from February 2010 to July 2010 in accordance 
with all sections of GAO’s Quality Assurance Framework that are relevant 
to our objectives. The framework requires that we plan and perform the 
engagement to obtain sufficient and appropriate evidence to meet our 
stated objectives and to discuss any limitations in our work. We believe 
that the information and data obtained, and the analysis conducted, 
provide a reasonable basis for any findings and conclusions. 



Background 



Similar to our prior work on federal fiscal exposures, this report notes that 
state and local fiscal pressures can be thought of broadly and highlights 
trends in and simulations for state and local spending and revenue 
patterns that may expose the federal government to future spending or 
otherwise have implications for implementation of federal programs. 2 This 
review of state and local governments’ fiscal pressures is not necessarily 
representative of all fiscal pressures facing state and local governments. 3 
This review provides a perspective on the issues facing these governments 
and how these pressures could affect federal programs and policies. States 
and localities face fiscal pressures when, taken as a whole, spending is 
expected to outpace revenues, based on current policies. Growth in 
individual categories of spending, absent corresponding revenue growth or 
decreases in other spending, can be a source of fiscal pressures. Similarly, 
fiscal pressures may arise from revenue trends that do not keep pace with 
overall spending. Growth in individual spending categories or a decline in 
individual revenue categories alone does not constitute a fiscal pressure. 



2 See GAO, Fiscal Exposures: Improving the Budgetary Focus on Long-Term Costs and 
Uncertainties, GAO-03-213 (Washington, D.C.: Jan. 24, 2003). 

3 For example, the scope of the review does not include tax expenditures or pressures 
specific to individual state or local governments. 
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Changes in the makeup of state and local government services and 
revenues may be choices that reflect economic or demographic changes or 
a change in public preferences. Fiscal pressures can result from spending 
growth or revenue declines that are not the direct result of current state 
and local policy choices, but instead reflect automatic spending growth 
(for example in response to population shifts or an increase in the number 
of people eligible for government programs) or declines in revenue due to 
changes in the economy (e.g., increases in internet sales, which affect 
states’ ability to capture sales tax). Individual expenditure categories can 
also face fiscal pressures; (e.g., employee pension funds experiencing 
growth rates below the rates assumed in budget forecasts which then 
become underfunded liabilities). 

This work is primarily focused on long-term pressures, but the state and 
local government sector can also face short-term fiscal pressures that can 
arise from unexpected developments — such as a natural disaster or a 
recession — that cause substantial increases in spending or reductions in 
revenue. The recession that began in December 2007 caused significant 
immediate fiscal pressures in the form of reduced tax revenues and 
increased demand for certain programs, including Medicaid and 
unemployment benefits. Because this report focuses primarily on long- 
term pressures and some of the state and local data on government 
spending were only available through 2007, the effects of this recession are 
not included in the statistical analysis of variation among the states. 

To address fiscal pressures and comply with balanced budget 
requirements, state and local governments may offset increased costs in 
one program by making cuts to other programs, but they may have less 
flexibility to adjust certain types of spending. 4 For example, state and local 
government employee pension benefits are often defined in state law or 
local ordinances or charters and, in that sense, pension benefits for 
current retirees are largely protected from states’ or localities’ responses 
to fiscal pressures. On the other hand, retiree health benefits for those 
employees may not have the same level of legal protection. Spending on 
programs such as street paving may have no legal protection, but instead 
be an implicit commitment grounded in the public’s expectations for the 
provision of government services. Flexibility to adjust revenues may also 



4 Most states have some sort of requirement to balance operating budgets. Projects with 
longer time frames are typically budgeted separately from the operating budgets and 
financed by a combination of current receipts, federal grants, and the issuance of debt. 
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